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PRODUCT  DIVERSIFICATION  BY  FOOD  MANUFACTURING  FIRMS  l/ 

The  food  processing  sector  of  the  U.S.  economy  is  changing  at  a  pace  matched  by 
only  a  few  other  large  sectors  in  the  economy.   This  segment  of  the  economy  has  grown 
rapidly  in  terms  of  sales,  employment,  advertising,  and  assets.   Consumers  spent  $91.3 
billion  on  food  products  in  1966—almost  20  percent  of  total  personal  consumption 
expenditures.   The  labor  force  is  over  10  times  greater  in  food  manufacturing  than  in 
petroleum  refining  and  more  than  tvice  that  of  the  motor  vehicle  and  parts  industry 
[6,  p.  1-2].  2/  In  1961,  advertising  expenditures  of  the  food  and  kindred  products 
(excluding  alcoholic  beverages)  industries  substantially  exceeded  those  of  tobacco 
manufactures,  petroleum  products  industries,  and  the  motor  vehicle  industry  [6,  p.  63]. 

Between  19^+7  and  1961  food  manufacturing  corporations  with  assets  of  $50  million 
or  more  increased  their  share  of  the  total  food  industry  assets  from  36.6  percent  to 
i+7.6  percent.   Simultaneously  the  number  of  food  manufacturing  companies  declined  from 
40,000  to  32,000  [6,  p.  5l«   Many  businessmen,  government  officials,  economists,  and 
others  have  raised  questions  as  to  the  causes  of  these  trends  and  about  their  ultimate 
effects  on  competition  in  the  food  industry. 

A  second  somewhat  related  trend  has  also  been  underway  in  recent  years.   This  is 
the  tendency  for  firms  engaged  primarily  in  manufacturing  food  product  lines  to  expand 
the  number  of  these  lines  and,  in  many  instances,  to  add  lines  in  areas  other  than 
food.   Conversely,  some  nonfood  manufacturers  have  added  food  product  lines  in  recent 
years. 

This  article  will  describe  the  current  product  diversification  changes  occurring 
in  these  industries,  using  Census  data  and  the  limited  research  studies  and  other 
source  materials  available  at  this  time. 

Definition  of  Product  Diversification 

Product  diversification  is  the  introduction  of  a  new  product  line.   However, 
product  line  can  be  defined  at  various  levels  of  specification,  making  it  difficult  to 
develop  rigorous  definitions.   The  introduction  of  a  new  product  line  will  be  said  to 
occur  when  the  firm  adds  a  product  line  that  does  not  directly  compete  with  or  is  not 
a  direct  substitute  for  the  company's  primary  product  line.   This  product  line  may  be 
added  by  developmental  research  and  investment  of  funds  in  new  plant  by  the  existing 
company,  by  purchase  of  existing  plants  of  other  companies,  or  by  merger  with  firms  in 
other  product  lines.   The  latter  course  may  have  been  a  major  source  of  product 
diversification  up  to  present.   A  multi-product  firm  is  called  a  conglomerate  firm; 
a  merger  of  firms  in  different  product  lines,  a  conglomerate  merger. 

Recent  Trends  in  Product  Diversification 

Product  diversification  in  the  total  manufacturing  sector  will  be  discussed  before 
focusing  attention  directly  on  food  manufacturing.   In  1958;  companies  having  estab- 
lishments in  more  than  one  4-digit  industry  3/  accounted  for  2.6  percent  of  all 
manufacturing  companies.   However,  these  companies  operated  28.1  percent  of  the  manu- 
facturing establishments  and  had  59-^  percent  of  the  total  manufacturing  employment 
[9,  p.  23].   From  195^  to  1958,  the  number  of  companies  operating  in  more  than  one 


1/  Prepared  by  Richard  J.  Arnould,  agricultural  economist,  Marketing  Economics 
Division,  Economic  Research  Service,  USDA. 

2/  Number  in  brackets  refers  to  item  in  Literature  Cited,  p.  18. 

3/  A  ^-digit  classification  refers  to  an  industry  as  defined  by  the  Standard 
Industrial  Classification  System  of  the  Bureau  of  the  Budget. 
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4-digit  industry  in  manufacturing  increased  kO   percent;  the  number  of  establishments 
"belonging  to  these  companies  increased  by  21  percent;  and  employment  in  these  companies 
increased  by  9  percent  [9,  p.  25].   The  average  number  of  employees  of  these  multi- 
industry  companies  in  1958  was  1*^-0  compared  with  305  employees  for  single -industry 
producers  [9,  p.  2k].      Thus,  multi -industry  companies  accounted  for  a  large  proportion 
of  the  total  output  of  the  economy. 

A  recent  study  conducted  by  Michael  Gort  provides  a  detailed  analysis  of  the 
product  line  additions  of  111  manufacturing  firms  during  1929-5^-  [5]«   It  was  found 
that  additions  of  manufactured  products  by  these  companies  were  heavily  concentrated 
in  industries  characterized  by  rapid  growth,  high  labor  productivity,  and  a  high  ratio 
of  technical  employment  (engineers,  scientists,  and  surveyors)  to  total  employment. 
Contrary  to  beliefs  of  some  businessmen  and  economists,  these  firms  did  not  tend  to 
choose  areas  of  high  cyclical  stability  as  such  but  rather  chose  areas  requiring  large 
investments  of  capital  [5,  p.  103]-   Relationships  between  profit  rates  and  diversifi- 
cation or  between  diversification  and  the  division  of  income  between  that  retained  by 
the  companies  and  that  devoted  to  dividend  payments  were  not  found  to  be  statistically 
significant  [5,  p.  65]. 

A  report  prepared  by  the  staff  of  the  Federal  Trade  Commission  for  the  National 
Commission  on  Food  Marketing  presented  data  summarizing  product  diversification  and 
industry  position  of  firms  in  the  food  processing  sector  of  the  economy  [6].   The  data 
summarized  below  are  taken  mainly  from  this  study. 

More  than  32.,  000  companies  were  engaged  in  food  processing  in  19^3  [6,  p.  '>]. 
However,  the  50  largest  companies  (through  their  divisions  or  subsidiaries)  occupied 
70  percent  of  the  top  k   positions  among  companies  in  the  4-digit  food  manufacturing 
industries  (excluding  alcoholic  beverages).   These  same  50  companies  accounted  for 
three-eights  of  the  total  value  added,  half  of  the  total  assets,  and  over  60  percent 
of  the  profits  in  the  food  processing  industries  [6,  p.  58] •   They  accounted  for  more 
than  80  percent  of  the  total  advertising  budget  of  food  processors  [6,  p.  65]. 

The  100  largest  firms  held  1  or  more  of  the  8  leading  positions  in  11*+  of  the  llo 
classes  of  5 -digit  kj   food  products  in  19^3  (table  5)-   They  held  70  percent  of  the 
top  k   positions  and  39  percent  of  the  next  k   positions.   These  percentages  increased 
from  195^  "to  1963-   These  same  firms  occupied  73  percent  of  the  k   leading  positions  in 
food  industries  having  ^-firm  concentration  ratios  5/  in  excess  of  80  percent  [6,  p. 
This  was  an  increase  of  9  percentage  points  from  195^  "to  1963.  Although  scatterc 
product  classes  varying  in  total  size  (as  measured  by  total  \raiue  of  shipments), 
output  of  these  firms  was  primarily  in  the  larger  product  classes. 

Food  manufacturing  companies  also  occupy  a  significant  number  of  leading  po 
in  nonfood  manufacturing  products  classes.   In  19$3.»  8^  of  the  100  largest  food  co  - 
panies  held  an  average  of  k.6   top  k   positions  in  5 -digit  product  classes  (t 
The  50  largest  companies  held  an  average  of  11. 3  top  k   positions  each.   The  1( 
food  processors  had  manufacturing  capacity  in  "j6   nonfood  produc  .  p.  ■  >]. 

They  occupied  98  of  the  top  8  positions  in  these  nonfood  product 

The  200  largest  food  processors  were  in  an  average  of  3*1 
industries  (4-digit)  each  and  3-3  food  industries.   However,  the  . 


kj   The  Bureau  of  the  Census  has  extended  the  Standard  Industrie 
system  to  provide  for  classification  of  products.   Each  product  ii 
product  class,  which  is  a  relatively  homogenous  grouping  of  pre 
identifying  number  consisting  of  5  digits. 

5/  A  4-firm  concentration  ratio  is  defined  as  the  total  output  0 
companies  in  a  specified  industry  divide  otal  out] 
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Table  5- --Leading  positions  l/  in  5 -digit  food  product  classes  occupied  by 
100  largest  food  manufacturing  companies,  1954,  1958;  and  1963 


Number  of  food  product 
classes 

Percentage  of  leading 
positions  held 

Year 

Total 

In  which  100 

or  more 

leading 

positions 

were  held 

Top  im- 
positions 

5th -8th 
positions 

1954  

Number 
103 
ll4 
116 

Number 

95 
108 
llil- 

Percent 

63 
66 
70 

Percent 
33 
38 
39 

1958  

196^  

l/   A  company  was  defined  as  occupying  a  leading  position  if  it  was  among  the  8 
largest  companies  ranked  with  respect  to  value  added  by  manufacture  in  individual 
5 -digit  product  classes.   See  footnote  4  for  a  definition  of  5 -digit  product  class. 

Special  tabulation  by  the  Bureau  of  the  Census  [6,  table  11,  p.  46]. 


Table  6. --Number  of  leading  positions  in  5 -digit  manufacturing  product  classes 
(food  and  nonfood)  held  by  100  largest  food  manufacturers, 
1954,  1958,  and  1963  1/ 


Year 

Number  of 

100  largest  2/ 

holding  at  least 

1  of  the  8 

leading 
positions 

Average  number 

of  positions  held 

per  company 

Average  number  of 

top  4 
positions  held  by 
50  largest 
companies 

Top  8    :    Top  4 

80 
88 

84 

6.2  4.0           9.2 

5.3  3-9              9-7 
7.3         4.6           n  -^ 

196^  

l/  For  definition  of  "leading  position"  and  "5 -digit  product  class"  see  footnote 
1  to  table  5> 

2/  Ranked  by  value  added  by  manufacture  in  food  and  kindred  products,  except 
alcoholic  beverages. 

Special  tabulation  by  the  Bureau  of  the  Census  [6,  table  l6,  p.  50]. 
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processors  operated  in  an  average  of  8.9  food  industries  (4-digit)  each  [6,  p. 
Some  of  this  mult i -industry  activity  comes  from  vertical  integration  and  should  not 
assumed  to  be  composed  entirely  of  product  diversification. 

The  1966  Fortune  Plant  and  Product  Directory  [k]    lists  98  firms  producing  food  and 
kindred  products  among  the  largest  500  manufacturing  firms  in  the  United  States.   Hot 
all  of  these  98  firms  produced  food  as  a  primary  product.   These  firms  produced  an 
average  of  18  different  products  (5 -digit)  in  1966  compared  with  15  in  1961.   Ten  of 
these  l8  products  were  nonfoods--an  average  increase  of  2  products  per  firm  since  1961. 
One  significant  trend  noted  among  these  98  companies  was  the  movement  between  food 
processing  and  chemical  products;   23  were  primarily  in  one  of  the  chemical  industries 
and  2k   were  food  processors.   All  2h   food  processing  companies  also  produced  chemical 
products  ranging  from  soap  and  pharmaceutical  preparations  to  commercial  feeds  and 
fertilizers.   This  trend  would  substantiate  Gort's  findings  that  the  diversification 
movement  is  toward  industries  characterized  by  rapid  growth  and  high  levels  of 
technology. 

The  staff  of  the  Federal  Trade  Commission  made  an  effort  to  evaluate  the  effects 
that  product  diversification  may  have  had  on  profit  differentials  among  85  of  the 
large  firms  manufacturing  food  and  kindred  products.   The  data  were  based  on  a  survey 
conducted  by  FTC  in  1950,  so  they  do  not  cover  the  diversity  occurring  during  the  last 
15  years.   A  concentration  index  was  developed  for  each  firm  in  the  following  manner: 
"(l)  The  four-firm  concentration  ratio  for  each  five-digit  product  manufactured  by  a 
firm  was  multiplied  by  its  value  of  shipments  of  the  product;  (2)  these  sums  were 
divided  by  the  firm's  total  value  of  shipments  in  1950  to  arrive  at  an  average  con- 
centration ratio"  [6,  p.  20^]. 

A  correlation  of  these  concentration  measures  with  ratios  of  net  profit  to 
worth  showed  that  91  percent  of  the  variations  in  profits  among  firms  were  associa 
with  these  weighted  measures  of  concentration.   This  close  relationship  indicated  that 
profits  tended  to  increase  as  concentration  increased. 

Possible  Reasons  for  the  Diversification  Trend 

These  FTC  results  suggest  some  of  the  reasons  for  product  diversification.   First, 
diversification  of  product  lines,  which  is  in  many  respects  analagous  to  tion 

of  a  financial  portfolio,  can  be  a  means  to  stabilizing  profits  and  r«      g  risk  {'•]. 
This  is  the  "Don't  put  all  of  your  eggs  in  one  basket"  argument. 

Second,  and  closely  related  to  the  stability  and  risk  factor  is  the  1 
explanation  flowing  from  the  size  of  the  annual  dollar  investments  of  the  ] 
panies  described  earlier.   These  large  companies  seek  to  spread  their  fii 
resources  over  various  industries  to  maintain  efficient  levels  of 
not  detract  from  their  profit  position. 

Third,  there  is  some  indication  that  economies  of  scale  in  the  total 
operation  as  opposed  to  in-plant  economies  of  scale  are  in       in  the  decision- 
maker's analysis  of  diversification  movements  of  his 
may  be  into  areas  tangential  to  their  primary  operation,  i.e., 
through  the  same  channels,  to  products  involving  similar  techn: 
requiring  similar  inputs.  After  these  initial  moves  into 
company  may  diversify  into  highly  conglomerate  activities  [i;      1.   Thi 
would  enable  a  firm's  ma     Lent  to  make  the  moi 

Llities,  outlets,  and  information  or  enter 
market  information  is  n<     before  moving  into 
Another  ad      ;e  to  this  procedure  is  that  the  company  car,  in 
utilize  its  technical  skills  (including  its 
movement  into  chemicals  illusl      this  aspec   since  .  . 
and  allied  produc  highest  in 

from  1957-64  (with  the  excepts  7]. 
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Most  of  the  literature  pertaining  to  economies  of  scale  is  concerned  with  the 
in-plant  economies,  not  with  the  total  company  economies.   Therefore,  the  existence  of 
these  economies  at  the  company  level  is  still  conjectural. 

Fourth,  companies  may  look  for  management  ability  when  they  merge  with  another 
company.   Competent  management  is  a  scarce  resource.   One  method  of  drawing  management 
from  other  businesses  is  to  merge  with  or  acquire  those  businesses,  a  process  that 
might  take  the  company  into  new  product  lines.   If  the  company  being  purchased  does 
not  fully  employ  its  existing  managerial  talent,  or  if  jobs  can  be  combined  to  avoid 
duplication  of  tasks,  this  management  can  become  at  least  in  part  available  to  the 
acquiring  company. 

Fifth,  diversification  may,  in  effect,  be  forced  on  companies  by  legal  restriction. 
Although  many  firms  increase  their  ability  to  expand,  anti -merger  laws  place  limitations 
on  a  firm's  ability  to  merge  horizontally  [1,  p.  2-3].   But  since  it  is  cheaper  to 
grow  by  merger  than  by  internal  expansion  (as  has  been  pointed  out  in  the  dockets  of  a 
number  of  anti-trust  cases),  companies  often  attempt  to  maximize  profits  and/or  growth 
by  mergers  with  firms  producing  products  somewhat  unrelated  to  their  primary  products. 

Some  Possible  Effects  of  Diversification  on  the  Marketing  System 

Corwin  Edwards,  in  his  report  to  the  Senate  Subcommittee  on  Anti-trust  and 
Monopoly  in  1964,  summarized  his  views  as  to  the  conglomerate  enterprise's  sources  of 
power  and  discussed  its  possible  effects  on  the  market.   He  noted  that,  through 
diversified  growth,  a  firm  can  attain  great  size  without  gaining  monopolistic  control 
of  single  markets  [10,  pp.  36-46].   According  to  his  testimony,  this  size  could  give 
the  firm  advantages  over  its  rivals:   it  could  outbid  its  rivals  for  scarce  resources, 
conduct  more  research,  and  also  absorb  larger  losses. 

Edwards'  second  point,  closely  related  to  the  above,  was  that  conglomerate  firms 
were  likely  to  have  more  resources  than  the  single  industry  specialists  [10,  p.  36-46]. 
He  felt  that  the  dispersion  of  resources  of  the  conglomerate  enterprise  would  alter  its 
decision-making  process  to  consider  not  each  product  individually  but  to  develop  a 
multi-product  strategy  for  operations. 

A  1967  decision  of  the  U.S.  Supreme  Court,  ordering  Proctor  and  Gamble  Company  to 
divest  itself  of  Clorox  Company  may  tend  to  limit  the  extent  to  which  multi-product 
companies  can  shift  resources  into  a  single  industry  or  product  line  through  mergers 
or  acquisitions  [3]- 

The  effect  of  product  diversification  on  market  competition  has  not  been  developed 
to  any  extent  in  economic  theory,  and  studies  in  the  area  are  only  fragmentary.   A 
number  of  possible  effects  are  offered  below.   First,  the  multi-product  sources  of 
revenue  for  a  conglomerate  firm  may  permit  the  subsidization  of  one  product  at  the 
expense  of  others.   If  this  were  to  involve  predatory  price  cutting  at  the  expense  of 
efficient  single  product  manufacturers,  it  would  be  considered  harmful  to  the  com- 
petitive functioning  of  the  market.   The  long-run  effect  could  be  control  of  the  market 
by  the  conglomerate,  which  would  allow  it  then  to  raise  the  price  above  the  com- 
petitive level. 

Second,  conglomerate  diversification  could  open  the  possibility  of  coercive  use 
of  power  in  reciprocal  buying  and  selling.   In  their  simplest  state,  reciprocal  trade 
agreements  involve  the  "I  will  buy  from  you  if  you  will  buy  from  me"  concept.   The 
Consolidated  Foods  case  before  the  Supreme  Court  in  1965  illustrated  the  court's 
willingness  to  accept  evidence  of  such  possibilities  as  a  sufficient  basis  for  denying 
mergers.   Consolidated  Foods,  a  company  engaged  in  the  wholesaling  of  canned  foods, 
purchased  Gentry,  Inc.,  which  accounted  for  32  percent  of  all  sales  of  dehydrated  garlic 
and  onions.   What  appeared  on  the  surface  to  be  an  innocent  merger  was  held  by  the 
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Supreme  Court  to  involve  the  possibilities  of  coercive  reciprocity.   Consolidated.  Foods 
purchased  large  amounts  of  canned  soups  from  various  companies.   The  soup  companies  in 
turn  purchased  dehydrated  garlic  and  onions  as  ingredients.   Justice  Douglas  in 
delivering  the  opinion  of  the  Supreme  Court  proclaimed  "...  reciprocity  made  possible 
by  such  an  acquisition  is  one  of  the  congeries  of  anticompetitive  practices  at  which 
the  antitrust  laws  are  aimed,  if  the  probable  consequence  of  the  acquisition  is  to 
obtain  leverage  in  one  field  or  another"  [2,  p.  59^+]  •   The  distorting  effect  reciprocity 
could  have  on  the  competitive  pricing  mechanism  has  been  analyzed  by  Turner  [8]. 

Third,  full  line  selling  might  permit  tacit  use  of  product  tie-ins.   A  better 
price  for  commodity  X  might  be  offered  if  the  customer  also  purchased  commodity  Y 
from  the  company.   This  could  foreclose  the  market  to  other  producers  of  X  and  Y  if 
they  did  not  meet  the  conglomerate's  offer. 

Fourth,  a  conglomerate  may  not  have  to  rely  on  revenue  from  a  single  industry  or 
product  line  for  investment  funds.   If  there  were  to  be  a  downswing  in  the  cycle  of  a 
given  product  line,  the  multiproduct  company  might  react  in  the  following  ways : 
the  investment  that  normally  would  have  been  allocated  to  the  depressed  product  line 
might  be  shifted  to  a  product  line  not  affected  by  the  downswing,  and  thus  avoid 
contributing  to  further  downswings;  or  the  company  could  continue  to  subsidize  the 
depressed  product  line  for  a  short  time  in  an  effort  to  revive  or  stabilize  sales. 

This  article  neither  exhausts  the  possible  reasons  for,  nor  potential  effects  of, 
product  diversification  on  the  competitive  market  system.   Rather,  it  summarizes  some 
of  the  developments,  limited  research,  and  some  of  the  consequences  being  discussed 
in  business  and  economic  circles.   The  effects  must  be  considered  tentative  until 
more  is  known  about  the  market  power  of  conglomerates,  their  use  of  this  power,  the 
multi-plant  and  mult i -industry  economies  of  scale,  and  the  pricing  conduct  of  the 
conglomerate  enterprises. 
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